BACKGROUND PAPER FOR HEARING

CALIFORNIA BOARD OF ACCOUNTANCY

IDENTIFIED ISSUES, QUESTIONS FOR THE BOARD, BACKGRO UND
CONCERNING ISSUES, AND PRELIMINARY RECOMMENDATIONS

PRIOR SUNSET REVIEW: The Board of Accountancy (Board) was last reviewgdhe Joint
Legislative Sunset Review Committee (JLSRC) fivargeago (1995-96). The JLSRC and the
Department of Consumer Affairs (DCA) identified @nmber of issues and problem areas concerning
this Board. For example, the JLSRC found thaBbard: (1) had not established professional
standards for its licensees; (2) exceeded itd Bghority by restricting the use of the terms
“accountant” and “accountancy;” (3) granted oredeited inappropriate authority to its committees;
(4) had not properly evaluated the need for spetiiducation, experience and continuing education
requirements; (5) provided a national examinatiemeloped and controlled by a national trade
association that had a very low pass rate and balde®n properly validated; (5) spent a low
percentage of its budget on enforcement acti\if);had a higher percentage of support staff to CPA
investigative staff; (7) had significant delaystsxcomplaint and investigation process; (8) &tlan
aggressive enforcement program; (9) maintainezhgpex, costly and multi-layered enforcement
program; (10) took little action against licensé@sncompetence or other violations of its licegs

act; and (11) focused a large part of its enfoer@nprogram on unlicensed activity. The JLSRC also
found that the composition of the Board did notmte a sufficient number of public members and
that its budget was out of compliance with thewttal requirement that it only maintain a three-
month reserve. The JLSRC reached the conclusidrctimaponents of the current regulatory program
do not appear to provide protections to the conswamneé preclude consumer harm.

Despite these findings, the JLSRC recommendedruging the Board of Accountancy, but directed
the Board to implement a number of recommendatmaschanges. Some of these included:

(1) adopt professional standards for its licens€2yclarify in regulations when a person othentla
CPA may use the terms “accountant” and “accountéri8y eliminate the administrative
(enforcement) committee of the Board, but in theuntiene it should act in an advisory capacity only;
(4) evaluate the need for specified education, kepee and continuing education requirements;

(5) clarify the “attest” experience requirement lioensure; (6) work toward implementation of a
national examination which could be developed atdiaistered by a “non-trade” national
organization such as the National Association afeSBoards of Accountancy; (7) spend more of its
budget on enforcement activities and take a mavagpive role in its enforcement program;

(8) increase the number of CPA investigative s{&f,conduct a study on the “major case”
(enforcement) program of the Board to determinestiezesses (or failures) of the program;

(10) reduce delays in the complaint and investigagirocess; (11) make more use of its restitution
authority (12) reduce licensing fees to bringbiislget reserve within legal requirements; and,

(13) increase the size of the Board from 12 towli8) 7 public members and 6 professional members.



The JLSRC also reviewed whether licensing and eggul of the practice of public accounting

should continue and found: (1) There is sufficievilence that the unregulated practice of public
accounting could cause significant public harm). TiZere appears to be significant puldemand and
an expectation by the public for the regulation koehsing of the practice of public accountancy.

(3) The current regulatory program appears to pi@evidence that severe harm could result if the
public accountancy profession was deregulated Ofdgr mechanisms to protect the public from harm
appear to be inadequate if the practice of puldcoantancy was deregulated. (5) While a number of
other occupations overlap some of the functionfopmied by licensees of the board, these other
occupations are not licensed to perform the fulpeaof public accounting services which includes
audits and attestation. In addition, these otleeupations are not governed by the professional
standards and codes of conduct that characteceesed accounting professionals. (6) There aex oth
public agencies that provide some oversight ost#reices provided by accountants, but none of these
agencies has authority to license or disciplinetraners of public accounting. (7) All 54 statasd
jurisdictions regulate accounting professiona®) There does not appear to be any substantialgsvi
to the consumer (agencies or businesses) if treigeaof public accountancy was deregulated, and in
fact, deregulation could adversely impact the bessrclimate in California. (9) There does not appe
to be any viable alternative to the current reguiaprogram that would provide the same degree or
increased consumer protection.

In September, 2000 the Board of Accountancy suknhits required sunset report to the JLSRC. In
this report, information of which is provided in Méers’ binders, the Board described actions it has
taken since the Board’s prior review. The Boardragsed several issues presented during its last
review. It also implemented some of the followaiganges pursuant to recommendations of the
JLSRC:

= Legislation and regulations to improve the LicersBrogram, especially in the areas of continuing
education and firm registration.

= Legislation and regulations to improve the EnforeatProgram, including the establishment of a
reportable events requirement.

= Regulations related to professional conduct, indlgdlisclosure requirements for licensees
accepting commissions.

= Completion of studies related to education, expegeand continuing education as mandated at
the last sunset review.

» Re-engineering of the Enforcement Program.
= Use of Internet technology including on-line exaoplecation processing.

The following are unresolved issues pertaininghte Board, or areas of concern for the JLSRC, along
with background information concerning the paricussue. Where necessary, the staff of the JLSRC
has made preliminary recommendations for Membedslaa Department of Consumer Affairs to
consider. There are also questions that stafabklasd concerning the particular issue. The Boasl w
provided with these issues and questions and [saped to address each one if necessary.



CURRENT SUNSET REVIEW ISSUES

BOARD COMPOSITION ISSUES

ISSUE #1 The current composition of the board is a profesional majority rather than a
public majority. Almost all non-health related corsumer boards have a publianembership
majority. There also appears to be no need for aublic Accountant (PA) representative on the
Board.

Question #1 for the Board: Why shouldn’t threadditional public members be added to the Board,
which would provide a public majority, but stilltegn the current number of professional members on
the Board? Should the PA member on the Board sanskbe replaced with a CPA member?

Background: This issue of Board composition was considereéhdithe previous sunset review. At
that time, the Board recommended retention oflilea turrent 12-member Board. One reason was to
ensure that there would be a sufficient numbera#rB members and a broad enough range of
expertise to address the Board’s workload and @détenssues. The JLSRC recommended a 13-
member Board inclusive of seven public memberse ificrease in the number of Board members
from 12 to 13 was recommended to address workloadezns raised by the Board. DCA and the
Center for Public Interest Law (CPIL) also madeoremendations related to Board composition.

DCA recommended an 11-member Board with six pubkmnbers. In its written comments to the
JLSRC, the CPIL recommended a Board composed nbir@ublic members.

None of these recommendations was enacted. Insteadhange in Board composition was the result
of 1994 legislation (SB 2038, Chapter 1273) whiohtained a provision to reduce the Board to

10 members— 6 licensee and 4 public memhertsmmencing in July 1997. SB 2031 (Chapter 1136,
Statutes of 1996) continued the Board after suesétw, but it did not modify this provision. Wail

the 10 member Board continues to have a majoriticehsee members, the change in composition did
increase the ratio of public members to licensees.

Those who support a public member majority argaé libensees are reluctant to take discipline
against “one of their own” and are easily influethty representatives of the profession. They
maintain that decreasing the number of licensedsrameasing the number of public members would
result in a more effective enforcement programaeckd consumer protection, and policies that
encourage fair competition. Conversely, those ileeve a public majority is undesirable argue that
consumer protection may be decreased because mbhy members lack the expertise and
commitment to understand highly technical accognéind auditing issues in the complex cases that
they consider.

Support for a public majority is based, in partthe assumption that licensee Board members share a
similar point of view that is fundamentally differtefrom public Board members. This assumption
may be validated by the voting patterns of somenking boards. The Board argues, however, that
this assumption is not supported by the votesataBbard of Accountancy meetings. Board minutes
show that licensees and public members do not itotestlistinct voting blocks. Rather, voting

patterns reflect the perspectives and values afttieidual Board members.



The Board’s Sunset Review Committee reviewed thegements when it discussed Board
composition in January 1999. In addition to thissees and workload concerns, members also noted
that it would be difficult to represent a crosstsmtof the profession with fewer licensee memlwérs
the Board.

Also at the January 1999 meeting, the Board’'s SuReeiew Committee decided to recommend
eliminating the requirement that there be a Pubticountant (PA) member of the Board. The
rationale for this recommendation is that the nunaféAs holding active licenses is declining, @#nd

is becoming increasingly difficult to find a quadidl, interested PA to serve on the Board. As ofdida
2000, there were fewer than 250 PAs with activenges (compared to more than 36,000 active
CPAs), and the average age of current licensed$28. The last PA license was issued in 1968, so
this population will continue to decline. The Boaahsidered this recommendation in May 1999, and
it voted to recommend to the Legislature that tbhar continue to be composed of 6 licensees and
4 public members, but that the statute broadlyr tefélicensees” and not specifically to CPA and PA
Board members.

Although the Board has continued to recommend &epstonal majority, Joint Committee members
should give serious consideration to adding thoskt@nal public members that would provide for a
public member majority but retain the current nuntifeprofessional CPAs on the Board. This would
be consistent with the recommendation of the JLSREN this Board was reviewed five years ago
and consistent with the primary objective of thenaattee to increase public representation on all
boards. Currently there is only one other protessli trade-type board that does not have a public
majority, and that is the Architect’'s Board. THewe 10 members, with 5 professional and 5 public
members. However, this even split between the neeship of this board will be of concern to the
JLSRC when it is reviewed once again in the y&@822 For now, boards that have a public majority
of one member include the Engineers, Contractoes)dgists, Court Reporters, Structural Pest
Control, Vocational Nurses, and the Board of BetiliSciences. Most health-related boards have a
professional majority but only by one member.

It should also be noted, that there was a studgucted in 1989, by the School of Public
Administration at the University of Southern Catii@, which found in part, after reviewing a number
of state boards, that professional majority boéeds to have feweserious disciplinary actions, and
concluded that the number of professionals on dagdconsistently affects board performance in
pursuing disciplinary actions against licenseéghe Center for Public Interest Law (CPIL) haals
outlined a number of concerns with this Board, Wwhagll be reflected in this paper, and believed tha
such problems may not have occurred if this Boadl dpublic majority.

Preliminary Recommendation #1 Three additional public members should be addedHis Board
which would make it a 13-member Board with 7 pubireembers and 6 professional (CPA)
members. The PA member should sunset and be regulagith a CPA member, but only if
recommendation #2 is adopted.

! Elizabeth Graddy and Michael B. Nicol, Public Mesmbon Occupational Licensing Boards: Effect ogilative
Regulatory Reforms, 55 So. Econ. J. 610, 612 (1989)
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ISSUE #2 It does not appear that the current requirements fo the professional composition
of the Board, with only one CPA required from a smd firm, adequately reflects a cross section
of the accounting profession.

Question #2 for the Board: Should it be required that the Board have at léast CPAs from small
firms, and one CPA who is a sole proprietor?

Background: During the discussion regarding PA representaiiothe Board, representatives from
the Society of California Accountants (SCA), whrelpresents small firms, expressed concern that, if
it eliminates the PA member position, the Board malyadequately consider the views of small
accounting firms. It was noted that current Bustnand Professions Code Section 5000 requires that
one of the CPA Board members be from a small fifira.provide for small firm representation, an
SCA representative suggested the statute couldrecttpat two licensee Board members be from small
firms.

Currently, at least 32% of active licensees coramfsmall firms of two to 10 licensees.

Approximately 36% are sole proprietors, 12% worknedium size firms with 11 to 50 licensees, and
16% work in large firms with 100 or more licenséek.seems reasonable to assume that out of 6 CPA
professional members, at least two should be fnm@lldirms, and consideration should be given to
assuring that at least one CPA member is a sof@iptor. The Board has not made any
recommendation concerning this issue.

Preliminary Recommendation #2 At least two of the professional CPA members on Beard
should be from a small firm, and one member shole a sole proprietor.

BUDGETARY ISSUE

ISSUE #3: The Board has been unable to comply with the requament that its contingent

fund reserve balance equal only three months of estated annual authorized expenditures. The
Board recommends that the reserve level be incread¢o at least six months. It also recommends
exam-related fees be increased.

Question #3 for the Board: Why does the Board believe that the reserve Iéwlld be changed
from three months, to between three to six moaiid that exam-related fees be increased?

Background: Business and Professions Code Section 5134 mesnthegt Board to fix the biennial
renewal fees so that the Board’s reserve is apprabaly equal to three months of authorized

2 In October 1995, the California Board of Accoumpnommenced a study to evaluate the value andtafé@ess of
continuing education in providing consumer protatti Over a two-year period, staff collected statid data and
demographic information were collected from renepiinensees concerning both their practices andah&nuing
education they were given. In addition, two opingurveys on continuing education were completed Bpresentative
group of licensees chosen at random from the geliegasing population. Data were also collectexhf a wide range of
archival sources, such as the Board’s Report Quilitnitoring Program. Staff published its initi@port in September
1998; the Board later revised staff's findings andclusions and released its own report in Sepéerh®99. This report
shall be cited as the “CE Board Report.” Informatregarding firm size was obtained from Page 1th@{CE Board
Report.
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expenditures. Inits 1996 Report, the JLSRC recendad that the Board reduce its fees as necessary
to bring its budget reserve into compliance with dawv. Since 1995, the Board has moved to achieve
compliance through four separate fee actions.

After these concerted efforts, the Board has oatgntly been successful in reducing the resenseclo
to the mandated level. One reason for the diftfycigl the fluctuating amounts of revenues the Board
receives. While theoretically it may be possiloldine tune revenues through frequent fee
adjustments, the lengthy time frames required ¥sesfee regulations make this strategy impractical
and burdensome to administer. More importantBiba&rd argues, frequent fee adjustments would be
unfair and confusing to licensees. Thereforettiersake of equity and clarity, the Board beliees
Section 5134 should be revised to allow a resezvel lof up to six months of budgeted expenditures.
This would be consistent with the JLSRC’s recomna¢ind regarding other Boards, that they attempt
to keep their reserve levels within three to sixithe of budgeted expenditures.

Another fee issue the Board would like to bringhe attention of the JLSRC relates to fees for the
Uniform Certified Public Accountant Examinationecion 5134 requires the Board to charge fees
equal to the cost of purchasing and administetiegeixamination, up to a ceiling of $250. Currently
if a candidate takes all parts of the four-partnexetion, the fee is $160.

The developer of the exam, the AICPA, plans to nmfosm paper-based testing to computer-based
testing in August 2003. While the precise coghefcomputerized examination is unknown at this
time, based on information provided by the AICP#e Board believes the fee for all four parts wdl b
increased to a range of $440 to $460. The Boalid\ues it would be prudent to amend Section 5134
at this time in anticipation of the increased coSsibsequently, the Board would adjust its fees in
regulations to cover the estimated actual cost.

Preliminary Recommendation Section 5134 of the Business and Professions Cddrikl be
amended to allow the Board to maintain a budgeteese level of between three to six months of
budgeted expenditures. Section 5134 should alsaiended to allow for an increase in the
Board’s examination fee up to a ceiling of betwe$440 to $460. Prior to passage of this fee
increase, however, the Board should provide moregse costs expected by AICPA.

LICENSURE ISSUES

ISSUE #4: It appears as if all current licensing categoriesegulated by the Board should be
continued.

Question #4 for the Board Does the Board believe any of its current licengiategories could be
eliminated sometime in the future?

Background: The Board currently licenses CPAs, PAs, accountgacinerships, and accountancy
professional corporations.

In its February 1996 Report to the Department afistiner Affairs, the JLSRC recommended that the
state continue the licensure and regulation optiaetice of public accountancy. The primary reason
for this recommendation was that the unregulataedtme of public accounting would result in severe
consumer harm and therefore could adversely impalifornia’s business climate.
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The practice of public accounting is very broaddiVviduals, large and small businesses, governrhenta
agencies, and nonprofit organizations all relyioarsees for attest and accounting services, tax
preparation, financial planning, and business clbaison. These direct consumers of public
accounting services can be harmed by incompetamethical practice.

In addition, billions of dollars are invested anitiyian numerous publicly traded companies by both
individual and institutional investors such asregtient systems and pension plans. Financial
statements audited by licensees are an importanteof information for these third party consumers
Incompetent or unethical practice in this areaaartribute to significant, broad public harm.
Conversely, the availability of licensee servioasd wide variety of business transactions benefits
consumers and allows California businesses to ctargitectively in the global marketplace.
Continued regulation by the state is essentiaté@ige for consumer protection related to thesal vit
services. There does not appear, at this timereason why these licensing categories should not be
retained.

Preliminary Recommendation #4 Current licensing categories regulated by the Boagldould be
retained.

ISSUE #5: Section 2 of Title 16 of the Board’s regulation habeen argued in the past as too
broad and overly vague in defining appropriate tites and designations that may only be used by
licensed CPAs and PAs.

Question #5 for the Board Why does the Board believe that it is netessary to revise Section 2?

Background: The Board, pursuant Business and Professions Seckon 5058, adopted Section 2 of
Title 16 of the California Code of Regulation. 8Sew 5058 deals with the use of confusing titles by
those who are not licensed by the Board, and dusay lead someone to believe they are dealing
with a licensed CPA or PA. It states in part tiNd person or partnership shall assume or use the
title designation “chartered accountant,” “certifieaccountant,” “enrolled accountant,” “registered
accountant” or “licensed accountant,” or any othitle or designation likely to be confused with
“certified public accountant” or “public accountarit

The Board adopted Section 2 of Title 16, to clawtyat other titles or designations are likely to be
confused with Certified Public Accountant or Pulfliccountant.

“The following are titles or designations likely be confused with the titles Certified Public
Accountant and Public Accountant within the meamh§ection 5058 of the Business and Professions
Code:

(a) “Accountant,” “auditor,” “accounting,” “auditing,” when used either singly or collectively or in
conjunction with other titles.

(b) Any other titles or designations which implgttthe individual is engaged in the practice of b
accountancy”.

The Board’s enforcement of this regulation waswlsed in the JLSRC’s 1996 Report. The report

indicated that the Board’s rationale for enforcih regulation was that when the terms “accoufitant
or “accountancy” are used by non-licensees, consuare confused and incorrectly believe that the
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person is licensed by the state. The Board inglictite preventing the use of these terms was
supported by an April 198%alifornia Poll conducted by Field Research Corporathat showed that
55 percent of those surveyed believed that a pevbonadvertises as an “accountant” is state licknse

Differing points of view on this issue resulteditigation. Plaintiffs (including non-CPA accountan
and their professional associations) argued tleaCthA-controlled board is attempting to capture the
use of a generic term to prevent the competitiomftruthfully and effectively advertising in
telephone directories and other media, in violatbnon-CPAs’ first amendment commercial speech
rights and due process rights. The issue wasiétyjfor five years, culminating in the California
Supreme Court’s decision Bonnie Moore v. State Board of Accountarikal. 4th 999 (1992%ert.
denied, U.S. (Feb. 22, 1993). The Court ruled that tbarB must allow non-CPA accountants to
use the terms “accountant” and “accountancy” iir theévertising if those terms are accompanied with
a disclaimer stating that “the practitioner is ho¢nsed, or that the services offered do not recui
license.”

The Center for Public Interest Law (CPIL) arguedtibecause the Supreme Court found Rule 2 to be
constitutionally defective, the board should eitregreal or amend this regulation. The board argued
that the legal case validated the regulatory schemfmced by the board prohibiting the unmodified
use of the terms “accountant” or “accounting” byicensed persons [unless a disclaimer is used], and
received legal advice from the Attorney Generalf§d® in October 1994, that it did not have to savi
Rule 2.

However, the JLSRC recommended, that for the lagtdority of the board to be clear under these
circumstances, it is probably advisable that thertd@mend Rule 2 to include the disclaimer prowisio
(and statement) of the court.

The Board has taken no action pursuant to thislaéigua, and still argues, that based on the Attorney
General’s Office opinion of 1994, it “continueske guided by this legal advice.” It also indicated
that it administers Section 2 with flexibility, k@ag in mind the guidance provided by the Court.
Copies of the case are provided to non-licenseas asformational document.

CPIL still argues Section 2 is still inconsistenthwthe Supreme Court’s ruling and should be
amended. It was the clear intent of the Court tloa-CPAs be allowed to use these terms as long as
they include a statement/disclaimer, either thay @re not licensed as a CPA/PA, or that the sesvic
being offered do not require a CPA license. If oxads this regulation literally, it still prohibia non-
accountant from using any of the terms listed. réli® no mention of the disclaimer provision
enunciated by the Court.

Preliminary Recommendation #5 The Board should provide to the JLSRC a copy of thiorney
General Opinion of 1994. The JLSRC will seek a liglgtive Counsel opinion concerning any
conflicts between Section 5058 of the Business &ndfessions Code and Section 2 of Title 16 of the
California Code of Regulations as it concerns thal@ornia Supreme Court’s decision in

Bonnie Moorev. State Board of Accountancy




ISSUE #6: Will the recommended change by the Board, to increse the educational
requirement from 120 semester-hours to 150 semesthours to be licensed as a CPA, act as an
unnecessary barrier to entry of the CPA profession?

Question #6 for the Board Why should the educational requirement to be liedres a CPA be
increased to 150 semester-hours? If this is tdarom to the Uniform Accountancy Act (UAA), what
evidence is there that California applicants cutigrack the appropriate education or are having
problems with performance on the CPA examinationyith reciprocity? What additional education
would be required, and in what subject areas, ahdtwvould the impact of costs be on accounting
students? Are all state colleges and universdide to provide these additional course and semeste
hour requirements? What percentage of currennees believe that additional education is
necessary? Have future applicants (students) Baereyed concerning this new educational
requirement? What impact would this requirementehan foreign graduates?

Background: The Board is seeking to enact several provisadrise Uniform Accountancy Act
(UAA) which it has long hoped to incorporate intalifrnia law. The Board has provided to the
JLSRC proposed revisions to the California AcconoyaAct to implement these recommended
changes.

The UAA is a model bill and set of regulations tedfby the American Institute of Certified Public
Accountants (AICPA), the major national trade asstaan of CPAs, and the National Association of
State Boards of Accountancy (NASBA), a coalitiorabfCPA regulatory boards in the United States.

Specifically, the Board seeks to enact UAA prowvisiothat would significantly change California law
affecting the so-called “three Es” of CPA licenswteducation, experience, and examination. In a
nutshell, the Board proposes to: (1) increasatheunt of education necessary for CPA licensure,
from 120 semester-hours generally, with or with@utundergraduate degree, to 150-semester hours
with anundergraduatdegree- and the equivalent of a master’s degr€@) decrease its existing
accounting experience requirement of 2 to 4 yetgending on education level, to 1 year, and
eliminate the current requirement that applicaatSdPA licensure have experience in the “attest”
function (the preparation of a certified finanaaidit); (3) register those firms involved in pradivig
“attest” services and provide for peer review @Sk firms; and, (4) adopt the UAA’s exam passage
standards.

Prior to its first sunset review in 1995-96, theaBbdid attempt to implement the 150-semester hour
requirement. In 1991, SB 869 (Boatwright) wasadtrced. This bill encountered opposition from the
Administration and others who contended that tHedémester hour requirement would be an
unnecessary barrier to entry. Because of thissippo, SB 869 did ngpass.

Although the 150 semester-hour requirement wasisignificant issue at the last sunset review, the
Board did indicate its intent to eventually adoping of the UAA provisions. The JLSRC and DCA
directed the Board to conduct a study on its edoicaéxamination and experience requirements, and
the overall impact these new requirements may bawbose who wish to enter the profession. The

% Under Section 5081.1(c) of the Business and Psiafes Code, an applicant may qualify for a CPArdgeewithout
completing the 120 hours of college-level courséwdrhey also are not required to obtain an undelgate degree. A
candidate can have a community college degreehtmmdhave taken up to 120 semester units. Howenaamy candidates
(at least 75% of those surveyed in a recent Baady/s have a Bachelors degree and at least 66%nebtthe degree in
accounting.



study was mandated as part of SB 1077 (Greenep(€@h&al37, Statutes of 1996), and the Board was
to provide this report at its next sunset revieanglwith its proposed changes to the Accountandy Ac

To satisfy that directive, the Board contractechwiir. Oriel Strickland, a professor of industrial
organizational psychology at CSU Sacramento, wimalgoted a study that utilized a variety of
methods aimed at “thoroughly assessing the imdgmbtential changes to the current education and
experience requirements” for CPA licenstire.

Findings of the Study Related to the Education Exygerience Requirements for Licensure in
California Currently 45 of the 50 states have enacted $0es&mester-hour requirement.
Approximately 37 percent of candidates of the M98 CPA examination had already completed the
150 semester-hours or more. However, 29 percenpleted less than 130 units and could be
significantly impacted if 150 semester-hours weguired. Findings were also mixed regarding the
benefits of the 150 semester-hour requirementreiaionship was found between the number of
semester units candidates completed and theirnpeaftce on any section of the Uniform CPA
Examination, therefore, there was no strong eviddaorcthis requirement to improve passage of the
Examination.

Candidates for the examination indicated they gdted some negative outcomes such as financial
burden and difficulty in completing the requiremant were generally not very favorable regarding
the requirement. However, a slighgjority of “licensee” respondents indicated that the l&fester-
hour requirement could result in positive outconsesh as increased respect for CPAS, entry-level
competency, and better preparation for employment.

A review of some of the literature regarding theéguirement from other states pointed towards
negative outcomes, such as: (1) higher client f¢2sdecreased market competition; (3) no
guarantee of a more qualified CPA since extra @wk is not specified; (4) minorities, lower
income, working and single parent students wouldexerely affected because of additional cost and
time; (5) colleges and universities may be illgaesd to offer five-year programs and may not e ab
to attract enough accounting students; (6) additicosts of this requirement will ultimately baga

by consumers. Another state’s survey also suggjestshe majority of CPAs think additional
education requirements are unnecessary, and sigéhoee states have had even five years of
experience with the implementation of this requieamit is difficult to judge outcomes as expressed
above.

As far as impact on California colleges and uniiies it was found that the requirement might have
bigger impact on the UC system since 121 semesteyig all that is currently required, and tha th
literature reviewed also suggests there could p&ential problem with small private California
colleges if there is a decline in the number oflstus pursuing accountancy degrees. In a survey
conducted of universities and colleges in Califaymi was indicated that only one third of CSU
campuses provide a Masters degree in accountémye however do provide an MBA with some
accounting coursework requirements. No UC camppisesde a Masters degree in accountancy.

As far as whether candidates would have difficbléggoming licensed in other states that currently
require the 150 semester-hour requirement, they $twohd that most of the licensees sampled (90%)

* This study was titled, “A Series of Studies Redatie the Education and Experience Requirementkié@nsure in
California” and was completed in June 1999. Itidcited as the “Board’s Education and ExpergeRequirement
Study.”
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have not applied for licensure in other stateshefl0 percent who did apply only 22 percent os&o
surveyed or (3&€PA9 experienced difficulties.

The study did not focus on the impact this requertimay have on foreign students applying for a
CPA license in California. It did indicate, howeyvthat of those surveyed, about 17% were found to
have a foreign equivalent of the current educaticeguirements.

Board Arguments in Support of the 150 Semester-HRaquirementAs stated by the Board, if
California fails to establish the 150-semester hreguirement soon, less qualified individuals may
take the examination in California specifically base educational requirements are less rigorous tha
in other states. Another significant reason whey1B0-semester hour requirement is needed is
because it is an essential component in a broaedbeffort to establish more uniform licensure
requirements nationwide. More uniform requirememesneeded to regulate effectively in an
environment in which the widespread use of newrteldgy has created a global marketplace. The
UAA provides a framework for this essential unifaiyn

The key components of this framework are 150 seandsturs of education, the UAA exam passage
standard, and the UAA’s one year general experieggpgirement. These components have been
embraced by 40 of the 54 jurisdictions. Enactnoénihe 150-semester hour education requirement is
an essential step if California is ever to achiewesistency with the rest of the nation.

It is the Board’s view that establishment of unifdy will not only facilitate reciprocity, but also
enhance the efficiency of professional regulatmmtiie benefit of consumers. As advances in
information and communication technology continn@dcelerate the pace and scope of business
transactions, more efficient professional regutatimay be critical for consumer protection in tharge
to come. The Board also believes that the additieducational hours will give applicants a broader
range of knowledge and result in more well-rounG@&uhs.

With the above benefits in mind, the Board devetbipe proposal to establish the “3Es” in California
In regard to the 150 semester-hour requiremenBtaed seeks to make implementation as seamless
as possible for both educational institutions arccandidates. For example, the Board does not
propose any specific course requirements for tiagiadal hours This flexible requirement will

allow colleges and universities to develop theiculum they believe is appropriate. Further, to
minimize the potential impact of additional tuitionsts and to facilitate the transition from coliég
employment, the Board’s proposal would allow caatid to sit for the exam with a minimum of 120
hours and a baccalaureate degree. The additiOrfa@s could be completed at a later date, as long
as completion is prior to application for licensust the same time, the Board’s proposal would
enhance candidates’ knowledge of accounting antilagidhy increasing the number of required
undergraduate hours in these subjects from 10 s8e&%ester-hours.

To ensure that important educational issues wetreverlooked, with the assistance from the
California Society of Certified Public Accountaff@SCPA), the Board’s proposal was distributed to
educators at 48 four-year colleges and universitnes 109 community colleges. CSCPA
representatives indicate receiving positive feelfiamm the educators they have contacted. (It khou
be noted that JLSRC staff have not been providéal this response from California educators.)

The Board considered findings from Dr. Stricklansfgdy of the Board’s proposed education and
experience requirements and pointed out some ahtire favorable findings as stated on the previous
page, but also indicated that not all study findisgpported the 150-semester hour requirement.

11



Arguments Against the 150 Semester-Hour Requireméné Center for Public Interest Law (CPIL)
argues that the report commissioned by the Boaed dot support its proposal. Citing the findings
already stated on the previous page, it reachedahelusion that, since there is “no relationship
between the number of semester hours taken anorpenfice on any section of the CPA
examination,” no requirement that additional hdugsn the subject of accounting, and no indication
that overall competence of the CPA will be improvib@& proposal would impose nothing more than
an artificial barrier to entry into the CPA professand that it is opposed to this requirement.

In 1999, Colorado’s sunset review staff recommeralgdination of the 150 semester-hour
requirement that was to take effect in the yea2200he Colorado Legislature eliminated the
requirement in its 2000 Legislative Session. Tdiwiing conclusions were made by the sunset
review staff:

“The 150 credit-hour educational requirement is@rerly restrictive entry barrier into the accourgin
profession with no demonstrable public protectiomction. Adoption of the 150 credit-hour
requirement is likely to raise consumer costs,amth market power in those accountants who attain
the CPA designation, and restrict competition. @& ¢ther hand, keeping the educational requirement
at the Bachelor's level is in line with current gnievel educational trends in both the private and
public sectors, and will promote the optimum uilian of personnel. A full 72% of Colorado CPA
surveysrespondents agree by indicating that theeturentry-level educational requirement is "about
right.”

Colorado educators also provided information todineset review staff, and indicated that the costs
for students would be significant, approximatel E®0 to complete 30 additional hours, and they
feared that fewer candidates would elect to ehiptofession. They pointed out that Tennessee’s
experience was instructive. The state had impléadetie 150 hour requirement in 1993. In 1991

(two years prior to implementation) 1,347 first @émandidates took the CPA Exam, in 1995 (two years
after implementation) only 386 first time takerskdhe exam. The believed that Colorado would
likely see a decline in the availability of CPAsdahat the effect might be particularly severe in
remote areas of Colorado where candidates do metdecess to 150 hour programs. It would seem
that the same may hold true for California.

They additionally pointed out that, because ofréstricted supply of CPAs and the additional costs
incurred by new entrants, consumers will experieacencrease in fees paid to CPAs, and that even
more serious, is what appears to be a nation-wideage of CPAS.

Preliminary Recommendation #6 The educational requirement to be licensed as a Céhduld
not be increased from 120 semester-hours to 150 seendsiurs as recommended by the Board.

® Page 41, “Colorado State Board of Accountancy 19@8set Review,” Colorado Department of Regulafggncies,
Office of Policy and Research.
® “Shortage of Accounting Students Raises ConcerAutit Quality,” New York TimesFebruary 19, 1999.
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ISSUE #7: During the Board’s last review, the Joint Committeeexpressed some concern about
the overly broad experience requirement for applicats and confusing provisions regarding time
frames and equivalency.

Question #7 for the Board Has the Board more clearly defined the general sgpee requirements
for applicants?

Background: Business and Professions Code section 5083 e=qGiPA applicants to complete a
certain number of years of experience under thectisupervision of a CPA licensee, generally

two yeardsf a candidate has an undergraduate degree.o8eéfdB3(c) expressly requires the Board to
“prescribe rules establishing the character ancktyanf experience necessary to fulfill the experience
requirements set forth in this section, includingguirement that each applicant demonstrate to the
board satisfactory experience in the attest func®it relates to financial statements.” To impdat
this experience requirement, the Board indicatasitthas adopted section 11.5, Title 16 of the
California Code of Regulations.

The “character and variety” of experience necesgafylfill this general experience requirement is
not spelled out in Section 11.5. This regulatiomprily deals with what satisfies the “attest”
experience requirement. (Usually, a certain amotiattest related hours are required to meet this
requirement, but it is only a part of the overahgral experience required to fulfill the experenc
required by Section 5083 and Rule 11.5. The attgserience requirement is dealt with in Issue #9
and #10.)

In 1995, CPIL criticized the Board’s failure to agately define the “general experience” requirement
as mandated by Section 5083(c). CPIL indicatetiSkation 11.5 fails to give adequate guidance
either to applicants or employers about the natfithe required accounting experience, and is so
vague, that the Board’s own Qualifications Commaittan’t tell what types of experience satisfy the
rule. The JLSRC indicated that the experienceiregqent should be clarified so that candidates for
licensure, employers, its staff and its Qualificai Committee can more easily interpret it.

The Board indicates that Business and Professiode Section 5083, which establishes the Board’s
experience requirement, was revised effective Jgryal995 (SB 2079, Chapter 1278, Statutes of
1994). The revised language specifies the natugealifying experience and eliminates confusing
provisions regarding time frames and equivaler8gction 11.5 was subsequently revised to clarify
attest experience requirements, address out-cf-gtatt dated experience, and specify the part-time
equivalent of full-time employment. Howeyéhe Board did not believe it was necessary tseev
Section 11.5 to address the “character and varadtgualifying general experience because to do so
would duplicate provisions in Section 5088 also indicated, that although the previoussion of
Section 5083 was confusing and difficult to intetpQualifications Committee members and staff
have experienced no difficulty applying the reqgoents of the 1995 revised language. In 1997, with
the simplified language in place, staff assumegdassibility for the review of all qualifying
experience not requiring work paper assessmentdaippately 85 percent of all applications).

Section 5083 (c) clearly states that the Board slapt regulations establishing the “character and
variety” of experience necessary to fulfill the expnce requirement. There are no provisions withi
Section 5083 that describe the character and yasfedccounting experience necessary to fulfilsthi
requirement, so it is unclear why the Board belenavising Section 11.5, to provide this descriptio
of required experience, would “duplicate” provissan Section 5083. Section 5083 specifies the
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number of years necessary to complete the experieggirement and that experience shall be
performed in accordance with applicable professisteandards and can be accomplished in the
employ of or under the supervision of a licensed®CFhere is nothing that speaks to the character
and variety of experience necessary.

Preliminary Recommendation #7 Section 5083 (c) of the Business and Professionsl€should
be amended to clarify the Board’s regulatory resdbility in defining general experience
requirements for CPA applicants.

ISSUE #8: If the requirement for 150-semester hours is adoptk or the applicant has 30 or
more semester hours of graduate study, should theuglifying experience requirement of two
years be reduced to one year as recommended by tBeard?

Question #8 for the Board Why has the Board recommended a reduction in teeathexperience
requirement? If the UAA general experience requeat is adopted would it be broader than the
current requirement? Would the Board pass regalaito define the “quality and character” of the
experience necessary?

Background: As discussed in Issue #6, the Board is proposimgddify its licensure requirements for
consistency with the UAA and with the licensureuiegments of other states and jurisdictidn the
area of experience, this would mean streamliniregctivrent experience requirement and adopting a
one-year general experience requirement faa@blicants. The Board would still require that th
qualifying experience be gained in accordance pitiiessional standards and be supervised and
verified by a licensee, as is currently require®action 5083. The Board indicates that this psapo
is consistent with the JLSRC'’s previous sunsetes@wiecommendation that the Board consider
whether fewer years of experience would sufficerteure competency.

On the general experience issue, the Board’s sindxperience and education requirements surveyed
7,500 randomly chosen licensees (about 22% of¢badee population), asking them to indicate the
amount of general experience needed to ensure ¢engyeunder a minimum of supervision. Over
two-thirds of the licensees who responded stated that ditleeor three years of accounting
experience igsecessaryo ensure competency in the areas of accounamgfibn, assurance services,
and attest. These licensees also noted a markedverpent in their own skill level after they had
between one and three years of experience. Licenglee indicated they have management
responsibility tended to feel that two years oferignce is needed to ensure competency in accguntin
and taxation, and three years is necessary fatatel assurance services. Finally, hiring managers
tended to value actual work experience more thhaergire-licensure factors when evaluating entry-
level job applicants.

The study does nasupport any reduction in the general experiencaeireapent. However, in
deliberating the matter, the Board noted that tAd Wiffers from the Board’s current requirements by

" The UAA Section 5-2 (November 1999), states thatexperience shall include providing age of service or advice
involving the use of accounting, attest, compilatimanagement advisory, financial advisory, tagarsulting skills all of
which was verified by a licensee, meeting requinetsi@rescribed by the Board by rule. This expeeenould be
acceptable if it was gained through employmentawegnment, industry, academia or public practithe Board's
proposal slightly modifies this experience requiegitns does not allow one year of experience inecaa.
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providing for higher, more rigorous standards fdu@ation and examination, and a lower, less
complex standard for experience. The Board comclutat adopting the UAA requirements as a
package would achieve greater consistency withratiages without lowering the standards or making
licensure requirements more burdensome for Caldicapplicants. It is the Board’s view, that
achieving national consistency will not only fatzte reciprocity, but also will enhance the effiag

of professional regulation for the benefit of comsus.

An additional question related to the experiencgiirement is, “Even if the 150-semester hour
requirement is not adopted, should there be changes general experience requirements such as a
reduction in the number of years based on gradiiatyy?” The Board deliberated this question at the
May 18, 2000, meeting of its Sunset Review Commi&ed at the June 12, 2000, meeting of the full
Board. It was concluded that if the 150-semesber lnequirement is not adopted, the Board would
support a one-year experience requirement for eqpis with 30 or more semester-hours of graduate
study. This position is consistent with the UAAdahe Board’s proposal.

Preliminary Recommendation #8 Section 5083 of the Business and Professions Cdumikl only
be changed to reduce the qualifying experience riggment, from two years to one year, for those
applicants who have 30 or more semester hours @dyrate study.

ISSUE #9: During the Board’s last review, the Joint Committeeindicated that the audit
(“attest”) experience requirement should be clarifed by regulation. The Joint Committee was
concerned that the Board had set arbitrary policy egarding this requirement rather than using
the regulatory process, amounting to “underground ulemaking” (the enforcement of a policy or
standard without adopting it through the proper rulemaking procedure).

Question #9 for the Board Has the Board clarified, adopted, or changed regjolas that pertain to
the audit experience necessary for purposes afidizee in this State?

Background: Section 5083 of the Business and Professions Sadles that each applicant must
demonstrate to the Board satisfactory experientiedriattest” function as it relates to financial
statements, and that the attest function includdg and review of financial statement. As indezht
earlier, Section 11.5 of Title 16 of the Califorii@de of Regulations (CCR) outlines the Board’s
“attest” experience requirement for licensure. @e/what is stated in Section 5083, “attest” or

“attest services” are not clearly defined by s&tutin regulation8. Section 11.5 only spells out broad
guidelines in determining whether or not a candidat licensure has met the experience requirements
of Section 5083.

In the previous sunset review, concern was expdagggarding this regulation and the Board’s
rulemaking procedures. Specifically, the Board aesused of “underground rulemaking” (the
enforcement of a policy or standard without adapttrthrough the proper rulemaking procedure).
This issue centered around the Board’s Certifichtexperience or “Form E” submitted by employers
to verify an applicant’s qualifying experience. d@waspects of the Form E proved controversial. One

8 The Board in its proposed revision of the CalifarAccountancy Act provides a definition of “att&slt includes an
audit, a review of a financial statement, an exatim of prospective financial information, andHet services” as the
board may specify by regulation. This is somevdiailar to the UAA definition, but the Board'’s deifion does not
specify which national “statements of standardsilidbe adopted. The UAA leaves this to the disareof state boards of
accountancy to adopt pursuant to its rulemakinatty.
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was the 500-hour guideline for qualifying audit expnce. A second area of contention involved a
modification of the Board’s requirements to makeasier for applicants to demonstrate qualifying
audit experience. The Center for Public Interest/(CPIL) suggested that that the Board may have
been inappropriately regulating without followirgetappropriate rulemaking protocol.

With regard to the 500-hour guideline, at the ppasisunset review the Board provided an historical
overview demonstrating that this issue was an itapbtopic of discussion by the Board in 1980. As
part of considering the issue, in April 1980 theaBbheld a regulation hearing and received public
comments on the matter. In July 1980, after lepgibcussion, the Board concluded tmspecify a
fixed number of hours for audit experience. It waseved at that time that designating a fixed
number of hours in regulation could unfairly disadtage applicants from small firms. It indicatedtth
the reference to 500 hours functions as a guidétinapplicants and employers and as an aid to
licensees completing the Certificate of Experiemce,a fixed requirement. Because of this guidgelin
status, the Board was advised by legal counsedst not necessary to specify it in regulation.

Even though the Board made these arguments, tHRQIs8Il recommended that the 500 hour
guideline either be placed in Section 5083 of tB&ECode, or in Section 11.5 of its regulations.
This was not doneThe JLSRC has consistently argued that anyypglitdelines pertaining to
licensing or enforcement should be included in k&tipns, and a recent court decision and opinion of
the Attorney General have emphasized this poifILGtill argues that this 500 hour guideline id st
underground rulemaking and that the Board shoudgbtttis in regulation.

A second issue relates to a 1990 policy changeatiodified the audit experience requirement so that
applicants no longer needed to prove knowledgeloh@ list of audit procedures. Instead, applisant
were required to demonstrate an understandingwftoglan and conduct an audit with minimum
supervision.

The Board indicates that critics were correct thatBoard should have immediately revised its
regulations for consistency with this policy chandowever, the Board explains that it was involved
in a major review and revision of all of its licemg statutes and regulations and concluded that the
most practical approach was to address these daksiges in one legislative and rulemaking effort.
Enabling legislation was enacted in 1994 (SB 2@typter 1278). Subsequently, in 1995 the Board
revised its licensing regulations including Sectidn5. The public hearing on this matter took elac
May 1995, the same year the Board was undergoimgesueview, and revisions to Section 11.5 of
Title 16 went into effect in March 1996.

Preliminary Recommendation #9 The Board should revise Section 11.5 of Califorrtade of
Regulations to conform with any policy regardingelfattest” experience requirement, and to
conform to any changes made to Section 5083 ofBusiness and Professions Code.

(See Issue #10 regarding changes to the “attestpesence requirement.)

ISSUE #10: During the Board’s last review, the Board was propsing that the audit
experience be eliminated entirely. The Joint Comnttee indicated that this was a very
controversial issue and the Board had not properlgvaluated whether this experience
requirement should be eliminated The Board is once again recommending that the aitd
(“attest”) experience requirement be eliminated forall CPA’s, and instead that only specially
qualified accounting firms licensed by the Board nw be allowed to perform auditing functions.
These accounting firms would be subject to peer réaw by the Board.
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Question #10 for the Board Why is the Board recommending elimination of theéitaexperience
requirement for licensure? Have there been anglistudone to determine the extent to which CPA’s
no longer use the attest function and whether tieeeeproblem in gaining the experience necessary t
meet the attest experience requirement? Why slattdst services only be provided by specially
gualified “attest firms?” Would these attest firrbe licensed or registered by the state and what
standards would be used to determine licensuregistration? Would all existing CPA firms be
grandfathered? What type of peer review would dfatihered and newly recognized attest firms
undergo? Do any other states license/registerésitffirms?” Has the Board considered as an
alternative certification of those performing au(fittest”) functions?

Background: The Board is proposing to eliminate the attepieeience requirement for licensure
and only require a one-year general experiencdanergant for all licensing applicants to achieve
consistency with the UAA. It is also recommendioget up a new registration program for firms
which provide “attest services” and a new peerewyprogram to review the work product of each
of these firms.

In the previous review, the Board only proposethelating the attest experience requirement for
licensure. The Board acknowledged that the af@stion has been the traditional hallmark of the
accounting profession. However, after considerdbléeration, the Board concluded that, because of
the rapid pace of technological change relatethmtial transactions, the attest experience
requirement was no longer reflective of the curpanilic accounting environment. Because this was a
controversial recommendation, and the Board angtbiession appeared split on the issue, the
JLSRC directed the Board to study its experiengairement and the impact this change may have on
the profession.

Findings of the Studies Related to the Educatiompeience and Continuing Education Requirements
for Licensure in Californid Findings from the study are mixed with regardhi® attest experience.
Survey data indicated that more than 70 percelterisees believe the attest experience requirement
is an assurance of entry level competency, givesbée exposure to the concepts of objectivity and
independence, provides critical skills in areagpthan attest, and facilitates a common basis of
applying knowledge to a situation. However, favydd who have passed the Uniform CPA
Examination but not satisfied the experience remuent, fifty-nine percent of these respondents
indicated the requirement was either excessivedomger necessary. They also indicated that it is
burdensome to get the attest experience becauseat®n’t enough firms doing audits. However,
two-thirds of licensees who were surveyed and itledtthemselves as hiring managers at CPA firms
said they could provide audit experience to alinmst of their hires.

In a separate study of continuing education requargs, the Board collected extensive statistical
information about practitioners renewing their fises with active status during the period April@99
through October 1997. Thirty-six percent of thksensees issued at least one financial statement
report (audit, review, or compilation) during theyious two years. Conversely, when asked to
identify their primary area of practice, only 13@ent of these licensees selected auditing.

The Board’s Proposal to Eliminate the Attest Expate Requirement, Register Firms Providing
Attest Services, and Require Peer Revide Board indicates that information from itsdstu
suggests that “auditing/attest services” are besgraomewhat of a specialty within the broader

*“Board’s Education and Experience Requirement Stadg “Board CE Study.”
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context of public accounting. While the curreniest experience requirement exposes the applioant t
auditing, it does not make the person a competafit@. More extensive experience and education
generally are needed, and knowledge must be frélgugmdated to ensure currency. This suggests
that consumer protection may best be served thronghing post-licensure requirements, rather than
by a one-time entry level requirement. The Boas imoved in this direction by implementing
continuing education requirements in accountingaunditing for licensees who plan, direct, or
perform substantial portions of the work in autBljiew, compilation, or attestation engagements.

As a further step toward this course, the Boartis proposing that attest services only be provided
by specially qualified “attest firms.”

Under the Board’s proposal, it would continue tefise all accountancy partnerships and professional
corporations. However, to perform audits, reviewrsattestation services, a firm would need “attest
status” and, as a condition of license renewalotild be required to register as an “attest firmd a
undergo peer review in accordance with professistaaidards. A firm whose highest level of service
involves the issuance of compilations, would nadattest status, and its work products would
continue to be reviewed by the Board’s Report Quaionitoring (RQM) Progrant?

Existing firms would be grandfathered. To retaiiest status, these firms would be required to
undergo peer review every three years. Sole pturproviders of attest services also would have t
register as a firm. Currently, sole proprietors aotrequired register with the Board but are allowed
to practice under the individual's CPA or PA licendt is anticipated that sole proprietor att@sh f
registration would be completed in conjunction wighewal of the individual license without any
additional fee'"

After this proposal is implemented, a némn seeking attest status would be required teugo a
peer review within one year of licensure. Extensiof the one-year deadline would be granted for
good cause. However, while the firm is awaitirggfitst peer review, it would be required to employ
at a minimum, one licensee with attest experieicavalent to the experience currently required for
licensure. This individual would have primary respibility for establishing the firm’s quality coot
system, a critical component for providing compettest services.

Arguments Against Eliminating the Attest Experiefi@uirement, and Requiring Registration and
Peer Review of CPA FirmsThe Center for Public Interest Law (CPIL) is oped or unclear about
several aspects of this proposal. It has indicttatithe Board’s study does not validate its own
proposal to make these requested changes, anattibsttfirm licensure is still under discussiontly
national organizations and they have not set fanhuniform standards for attest firm licensure.
Also, it does not appear as if states are compshay implementing the attest firm licensure and
peer review requirement$. CPIL also points out, that required peer reviaises many issues, not the
least of which is cost—both to licensees and tcdBibard. Peer review is expensive; while large $irm
that choose to become licensed as “attest firms’ezssily afford it, smaller firms and sole
practitioners who want to perform attest may noablke to afford it. Further, either the Board wbul

1 The Board’s Report Quality Monitoring (RQM) Prograurrently samples a small percentage of licensessview

their work products. The RQM Committee will evakighe work product and rate it as satisfactorgeptable, marginal
or substandard. If marginal or substandard, ther@will either recommend or require continuing eation.

M The Board estimates there will be about 10,008s&firms including 5,800 sole proprietors in neégeer review.

12 Information provided by the AICPA indicates thataf February 24, 2000, only 9 of the 54 jurisdiot were partially or
fully compliant with the UAA'’s requirements relatéml attest experience, and 5 jurisdictions had penlegislation. 1998
statistics provided by NASBA show that 32 jurisdios had some kind of peer review or quality revigaygram, and 27
jurisdictions required some form of peer revievaaondition of renewal.
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have to establish an in-house peer review univeew all firms that perform attest, or it wouldviea
to “contract out” that function to an external angation—most likely a professional accounting
society.

The Society of California Accountants (SCA), whrefpresents small firms, opposes the licensing or
registration of “attest firms” and mandatory pesriew. It views this concept as a “two-tiered”
license. They argue that the candidate passeSRBeexamination, gathers a minimum of any type of
experience and then may be licensed. A candidetses the exam, obtains a certain amount of attest
experience and then may be licensed as an “aittest fThere is some question as to whether the
individual becomes certified as an attest firm tether the firm becomes certified and only the firm
can do the attest function. Other questions oteomto SCA are: What is the attest function? Whe
do you qualify as an attest firm? Are you ablgadback and become an attest firm? May you do any
type of attest work without being an attest firr@2n you be certified retroactively? What type of
maze does this conjure up? As for the peer revegwirement for attest firms, SCA argues that the
current RQM Program, which is a form of peer revidaes not appear to have reduced major firm
audit “shortcomings,” nor reduced the number of plaimts filed with the Board. With mandatory
peer review, small firms would be subject to addisil costs in order to do business. There is also
client concerns about confidentiality of documesmksch would be made available for peer review.
SCA perceives peer review as a restraint of treithee a licensee must either participate or else be
restricted from practicing in those areas. Also Wappens if a CPA fails peer review? How willythe
be sanctioned?

The Board has indicated that there are severasaasamentioned by SCA, which are still unresolved.
They include confidentiality of the peer review oefp how attest firms will be evaluated, and
indicators that will require referral to the BoaadEnforcement Program.

Preliminary Recommendation #10 The “attest” experience requirement should not be@nated
for all CPA applicants. The Board should considgpecial certification for those individual CPAs
who will perform the audit (“attest”) function andequire they meet specified qualifying experience
and continuing education. Registration of “atteBtms” and establishing a peer review program
appear unnecessary as recommended by the Boarde Bdard should, however, continue with its
Report Quality Monitoring Program for those perforimg attest/audit and compilation services, and
increase the amount of CPAs they review.

ISSUE #11: Are the activities and role of the “QualificationsCommittee” of the Board, in
recommending applicants for the CPA license, an apppriate delegation of governmental
decision making to participating licensees who areot members or staff of the Board?

Question #11 for the Board What function does the Qualifications Committee sewe for the
Board, and are the activities of this committee rmmwappropriate delegation of the Board’s (and
staff) authority? Why should the “Qualification®@mittee” only be eliminated if the audit (“atte}t”
experience requirement is also eliminated?

Background: Pursuant to Section 5023, the Board establisi@dadifications Committee to examine
all applicants for the license of CPA and to recanthto the Board applicants who fulfill the
requirements, in particular the audit experiencgirement to become licensed as a CPA.
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In the previous review, the Board observed, th#ét wie removal of the audit experience requirement,
the Qualifications Committee could be eliminatedehese a need would no longer exist to evaluate
applicants’ audit experience for licensure. It was Board’s view that if the attest experience
requirement were retained, the QC still would bedsel to assess applicants’ fithess for licensure
through a technical review of work products. TheaRl also believed that the QC was the most cost-
effective means of providing the necessary techeigaertise.

The JLSRC recommended sunsetting the QC becauSo#rd’'s use of this committee appeared to be
an unlawful delegation of the Board’s authorityd&termine who should be a licensed as a CPA within
this State. However, legislation enacted at theckusion of sunset review (SB 1077, Greene, Chapter
1077, 1996) retained both the QC, but clarifiedabeisory nature of the committee.

As discussed in Issue #10, the Board is once agaommending elimination of the audit experience
requirement for licensure. With the implementatidithis recommendation, the Board believes the
QC will no longer will be needed. Staff can conrto review an applicants’ general experience.

Preliminary Recommendation #11 The Qualifications Committee should be utilized ¢galuate
those applicants who will perform attest/audit acoding services.

ISSUE #12: The Board does not recognize international reciprdity, but it indicates that it has
taken steps to enhance reciprocity for those fromofreign countries.

Question #12 for the Board What steps has the Board taken to permit qualdiezbunting
professionals from other countries to practice @ifrnia?

Background: The JLSRC's previous sunset review report obsetivaddmost licensees from other
states have little difficulty obtaining a Califoaniicense. An applicant licensed in another sidie
has completed appropriate continuing education pnagtice in California while the application for
licensure is pending, and passage of the UniforrA Efamination in another jurisdiction generally
meets the Board’s examination requirements fonsoee. Licensees who have practiced public
accountancy for five of the last ten years in aap#tate or jurisdiction also are deemed to mest th
Board’s experience requirement.

Also, as stated during the previous sunset reuviegvBoard does naecognize international

reciprocity because requirements for licensure vadgly from country to country. In many
countries, standards are substantially lower thasd of California or other U.S. jurisdictions.
However, the Board acknowledges the global natliteeopublic accounting profession and has taken
steps to address issues related to internatiooigroeity.

For example, in 1998, the Board pursued legislaiiki 2771, Assembly Committee on Consumer
Protection, Governmental Efficiency, and Econom&v&opment, Chapter 872) to permit qualified
accounting professionals from other countries ke the International Uniform Certified Public
Accountant Qualification Examination for Califorfiaensure. Qualification to sit for this
examination is determined by the International @igations Appraisal Board (IQAB) which is jointly
established by the AICPA and NASBA. Boards of Aguancy have the opportunity to sponsor
groups of accounting professionals for IQAB apptova
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The Board also made efforts to enhance reciproaiking actively with the Office of the U.S. Trade
Representative in 1998 to review and revise thelViirade Organization’s “Draft Disciplines for
Regulation of the Accountancy Sector.” The objextivas to provide for equitable treatment of
accounting professionals worldwide, while maintaghhigh standards and preserving the authority of
states to effectively regulate the practice of mudtcounting. The agreement was adopted by the
World Trade Organization, but it has not yet gamte effect.

Preliminary Recommendation #12 There appears to be no need for to change the weyRBoard
permits qualified accounting professionals fromhar countries to practice in California.

EXAMINATION ISSUES

ISSUE #13: The American Institute of Certified Public Accountants (AICPA), a national
professional membership association, has primary odrol and ownership of the Uniform CPA
Examination. Almost all state licensing examinatins are provided by independent non-trade
related entities because of the perceived confliof interest posed by a professional association
controlling the examination instrument. The Board agues that state boards of accountancy must
at least have equal voice with the AICPA in decisiemaking and policy formation relative to the
control, development and administration of the exanmation because of this inherent conflict.

The Board has taken a very active role in raisinghe level of debate about this issue nationwide.
However, it is unclear what if any changes the AICR is willing to make.

Question #13 for the Board Discuss the Board'’s very active role in dealinghihis issue, and its
view and recommendation(s) regarding the contralnership, development, and administration of the
Uniform CPA Examination? Has the AICPA respondaedry of the recommendations made by the
Regulatory Coalition of (State) Boards of Accouiigh

Background: For the past several years, the Board has beenigxg the issue of the control and
ownership of the Uniform CPA Examination, with thént of working toward a non-trade
association developing and administering the ex@he Board’'sl996 Sunset Review Report
recommended “work toward implementation of a natl@xamination developed and administered by
a national organization in the future, with theypso that the national organization be a non-trade
association such as NASBA. (The JLSRC agreedtiitrecommendation.) The Board’897-1998
Strategic Plaralso refined this recommendation into a specifigctive: “Actively advocate for a
national examination developed and administered byn-trade organization.”

As indicated by the Board, the reason for advogadichange in the AICPA’s ownership is because of
a perceived conflict of interest posed by a proéesd association’s controlling the examination
instrument. The appearance of a conflict arisesilse the Board’s regulatory mission is consumer
protection, while the association’s mission mustessarily be advocacy for and protection of
members. Because the examination is an esseaidbkopening the gateway to becoming a public
accounting practitioner, the exam’s being owned@ntrolled by a trade association — rather than
by an organization representing the regulatorypestsve — furthers the perception that the exam is
an artificial barrier to entry into the professiamstead of an instrument to better ensure consumer
protection.
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In addressing this issue, alternatives to transiti@ current examination control structure from th
AICPA to regulatory entities have been formulatexplored, and discussed by this Board. In January
1999, a comprehensive analysis of the issuesmgladithe ownership and administration of the
Uniform CPA Examination was considered by the Cotteaion Professional Conduct and the full
Board. With the distribution of this analysis, theard conveyed its concerns about the inherent
conflict of interests between the trade associaiwh regulatory entities and strongly voiced itiédbe
that boards of accountancy must have equal voidgbstie AICPA in decision-making and policy
formation relative to the control and administrataf the examination.

During 1999 and into 2000, this analysis was disedsiationally at several meetings conducted by
both the AICPA and NASBA. During all of these dissions, the California Board clearly stated, that
given that protection of the consumer public isuhlienate charge of each accountancy regulator, and
the Uniform CPA Examination must accurately measmtey-level competency as a standard for
licensure, it is each Board’s duty and purposestuee the validity, reliability, and security oeth
examination. Because the examination provides etemgy assessment and is the first line of defense
for consumer protection — while the day-to-day aures may be delegated — the ultimate
responsibility for the quality of the exam remaimgh the state boards entrusted to protect theipubl

The California Board has been challenged by theslatgre (through sunset review) to ensure the
examination’s validity. To that end, it is impantdo note that this Board has gone on record
numerous times urging the expeditious completioa ofirrent occupational analysis, even prior to the
passage of AB 1105 (Jackson, Chapter 67, Stattite398). This legislation requires occupational
analyses for licensure programs, including an gmpte schedule for examination validation,
minimum requirements for psychometrically soundneixetion validation, and the setting of passing
standards. Again, although the AICPA has not cotetlisuch a study since 1991, it indicates that a
new occupational analysis will be formalized in thk of 2000.

Toward seeking an equal voice in policy and deonisiaking, in February 2000 California took the
lead in establishing the “Regulatory Coalition aféBds of Accountancy,” encouraging each
jurisdiction to participate in this coalition. Spigxto a proposed restructuring of the AICPA Boaifd
Examiners and its related committees, its statgectibes are the following:

= Ensure that at a minimum the AICPA and NASBA shereal (“50/50”) representation, control,
and decision-making powers.

= Annually rotate the Board of Examiners’ chair posis between the AICPA and NASBA.

= Ensure the regulatory boards’ ability to activelyrticipate and have equal voice in all aspects of
decision-making relative to both the restructugmgcess and final direction, form, composition,
and function of the Board of Examiners.

In exploring new approaches to the developmentaaimdinistration of the Uniform CPA Examination,
the Board also conducted a round table discussinnerning all related issues at its meeting of Marc
25, 2000. Participants included Board membersEttexutive Director of the AICPA Examinations
Team, NASBA's President and CEO, the Chair of tA&SBEA Board of Directors, and the Department
of Consumer Affairs psychometrician who in Febru2@90 — at the request of this Board —
conducted an audit of the AICPA’s Examination Diers

22



The Board’s active participation in urging an equaikte in decision-making and policy formation
relative to the exam has raised the level of debltait this issue nationwide, and it should be
commended for its efforts.

It is unclear at this time what, if any recommeinaiz of the Regulatory Coalition of (State) Boanfis
Accountancy will be adopted by AICPA.

Preliminary Recommendation #13 The Board should continue with its active role iredling with
issues involving the control, ownership, developmend administration of the Uniform CPA
Examination by the AICPA, and report back to the SRC by September 1, 2001 on
recommendations of the Regulatory Coalition of (8&aBoards of Accountancy that have been
implemented by AICPA. The Board should also report the costs to provide a California CPA
exam if these recommendations are not adopted leyAhCPA.

ISSUE #14: The occupational (practice) analysis for the Unifom CPA Examination is
currently considered outdated by California standads, and although a new practice analysis is
expected, it is unknown when the results of this atysis will be incorporated into the
examination. There have also been other recommentiians made by the Office of Examination
Resources of the Department of Consumer Affairs tonprove the administration of this
examination.

Question #14 for the Board Has an occupational analysis for the Uniform CPABxnation been
completed and published and how can California es#hat: (1) the results of this analysis will be
immediately incorporated into this examination;) {2 current examination satisfies validity
requirements until the new practice analysis isiptd place; and, (3) future occupational analyses
will be completed in a timely manner (at least g\ere years)? Has the AICPA responded to other
recommendations made by the Office of Examinateso&ces of the Department of Consumer
Affairs?

Background: An occupational analysis related to this exanmmatvas completed in June 2000 and
was to be published in the fall of 2000. (The JC3fas not received a copy of this analysis to yate.
During the time between the AICPA’s 1991, and ntesent occupational analyses, two examination
content specifications update studies were perfdroyethe Professional Examination Service,
Department of Research and Development. Thesfiusty, completed in March 1999, related to the
information technology knowledge required by CPApublic accounting. The second study,
completed in May 2000, related to the general lmssrknowledge required by CPAs in public
accounting.

In March of 2000, the Board asked psychometriddorman Hertz, Ph.D. from the Department of
Consumer Affairs, Office of Examination Resourdegperform an audit of the AICPA Uniform CPA
Examination:> He indicated that although AICPA is completingractice analysis, full
implementation is likely to take years and thate¢herent 1991 practice analysis is considered as
outdated by California standards. “The challeragetie AICPA is to provide evidence to support its
current examination program until the results fritn@ new practice analysis are implemented.”

13«Audit Report of the Uniform Certified Public Acoatants Examination,” Report Prepared By: Normahi&tz, Ph.D.,
Chief, Office of Examination Resources, CaliforBiapartment of Consumer Affairs, May 2000.
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Dr. Hertz also made a humber of recommendationspadified a number of questions that should be
answered by AICPA regarding the administrationt®examination. It is unknown whether AICPA
has responded to these recommendations and otimenexats made by Dr. Hertz in his audit report.

Preliminary Recommendation #14 The Office of Examination Resources (OER) of theCB
should report to the JLSRC by September 1, 2001wdrether the AICPA has addressed the
concerns and recommendations of OER regarding tlteranistration of its examination.

ISSUE #15: The Board is proposing to raise its examination pasge standards to conform to
the UAA. These new standards may be more burdens@nfor candidates attempting to pass this
examination, and delay their ability to become a tiensed CPA.

Question #15 for the Board What is the need or justification for requiring there difficult
standards to pass the Uniform CPA Examination# égpected that a certain percentage of
candidates who sit for the examination could bectéfd?

Background: As indicated earlier, all applicants must passUiniform CPA Examination, which is
drafted, graded, and controlled by the AICPA. All§ates use this exam, which consists of fouspart
each part must be passed. Exam passage rulesoargtate to state, and California maintains fairly
lenient rules compared to other states that hagptad the UAA’s standards. Under the UAA, a first-
time applicant must (1) take all four parts of &xam, (2) pass at least two parts, and (3) fluek th
other two parts with a score of at least 50% ireotd be granted “conditional credit” for passihg t
two passed parts. If an applicant has receivedditimmal credit” for part of the test, the applitan
does not have to retake that part again; he/shidsr@dy to retake and pass the flunked parts.
California’s rules are more lenient; to receiveditional credit for passing a section of the exam,
applicant simply needs to pass it. The applicanbisrequired to sit for all four parts and/or obta
minimum “flunking score” on flunked parts in orderobtain conditional credit for passed parts.

However, the Board is proposing adoption of the UsAdxam passage standards. As explained, the
UAA has a more difficult standard for obtaining fabtional credit” on the Uniform CPA

Examination. The Board is proposing to adopt theAldkam passage standard by regulation after
enabling statutory changes are enacted. The Bodichtes that the UAA exam passage standard is a
critical component of adopting other requiremeritdie UAA, and that 43 states have adopted the
UAA exam passage standard. It should be notedewerythat only 10 states require the UAA exam
passage standard for reciprocity.

As far as impact on current candidates, the Baadtated that a majority of them do noteet the

new exam passage standard. However, under itssiti@nal proposal,” all candidates who have
conditional credit, when the new requirement goés effect, will be able to complete the exam under
the requirement in force when they initially sat fioe exam.

Preliminary Recommendation #15 The Board should nhothange its examination passage
standards.
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PROFESSIONAL CONDUCT ISSUE

ISSUE #16: The Board recently responded to proposed rule chamg of the Securities and
Exchange Commission (SEC), as it pertains to “audit independence” requirements for
accounting firms that audit company financial statenents .

Question #16 for the Board Have new rules regarding “auditor independence” beelopted by the
SEC? If these rules are adopted, will there be applicability to the profession as a whole that th
Board should consider?

Background: In November 2000, the SEC took action to adopt nédes regarding auditor
independence for audits of publicly-traded entiti&he rules will become effective in 2001, afteeyt

are published in the Federal Register. The Boesdigled both written comment and oral testimony to
the SEC during its formulation of the recently aalprules. Because of the importance of
independence, the Board’s regulations mandatditieaisees “shall be independent in the performance
of services in accordance with professional stadslarThe Board’s regulations do not provide
detailed standards and restrictions, and instdgdaa great extent on the standards establiskied b
other bodies, such as the AICPA and the SEC.

While California CPAs perform thousands of auditd ather attest/assurance work, most CPAs do
not practice in the “Big 5” firms auditing publictyaded companies. Consequently, most licensees
may not be directly impacted by the Commissionlesu However, the SEC’s recent action may have
a significant “trickle down” impact on the conceftindependence for the entire profession.

Although the Board has no immediate plan to moigfyegulations that addresses auditor
independence, it indicates that it will monitor gradticipate in the development of related
professional standards and take independent a€tietermined warranted.

Preliminary Recommendation #16 No recommendation at this time.

CONTINUING COMPETENCY ISSUES

ISSUE #17: During the prior sunset review, the Joint Committeeagreed with the Board’s
recommendations to improve its Continuing EducatiorProgram. Have these recommendations
been implemented?

Question #17 for the Board What improvements has the Board made to its Cangniducation
(CE) Program and what other changes are anticipdtennprove the program? Why does the Board
believe it is necessary to maintain the currenursgment of 80 hours of CE every 2 years? How is
the Board assuring that CPAs will know what CE seuwill and will not be acceptable to meet the
new CE requirements adopted by the Board?

Background: Licensees who practice public accounting must deteB0 hours of acceptable CE in
the 24-months preceding the license expiration.datensees who provide attest or compilation
services must complete 24 of the 80 hours of adoogiand auditing CE for license renewal.

There is also a new requirement that will takeatféa July 1, 2001, that licensees complete at leas
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50 percent of the mandated CE in subject areasasiabcounting, auditing, taxation, consulting,
financial planning, and similar subject focusingtba public accounting skills and knowledge
necessary for competent practice

Improvements to the Board’'s CE Progra®ince the Board’s last sunset review, it haesriadeveral
steps to improve its CE Program including the fwlltg:

= Eliminated its Continuing Education Committee temase costs and improve program efficiency.
The Committee on Professional Conduct, composeacebnof Board members, has assumed
responsibility for considering continuing educatmulicy issues and acting as a forum for public
comment.

= Sponsored legislation to mandate a minimum leveboitinuing education in financial statement
disclosure and reporting for licensees who issugnitial statements. This requirement was
enacted in 1996 (AB 1260, Machado, Chapter 639 Board adopted implementing regulations
requiring licensees who provide attest or complagervices to complete 24 hours of accounting
and auditing continuing education for license realewW his requirement became effective on July
1, 1998.

= AB 1260 also mandated that all active licenseespbet® continuing education in the Accountancy
Act, Board of Accountancy Regulations, and ruleproffessional conduct every six years. The
regulation implementing this important consumeit@ction measure became effective on July 1,
1997. The regulation also specifies procedureaproval of course providers.

= Conducted a two-year research project to identifycational patterns and trends and advocate
program improvements. This study was also recondediby the JLSRC and was included in SB
1077 (Greene, Chapter 1137, and Statutes of 19&ged on the study, the Board adopted a
number of recommendations to improve the CE Program

= A resulting program improvement was adoption ofréguirement that licensees complete at least
50 percent of the mandated CE in specified sulajexs.

= Also, as a result of this study, improvements wenglemented related to compliance monitoring.
The Board is continuing its CE verification programwhich one percent of licensees are
randomly selected for verification annually. Thi®gram has been supplemented by a
requirement that at renewal, licensees must réperCE courses they have completed. This
reporting requirement was initially implemented éata collection purposes; however, it has
proved extremely useful in assisting staff in monitg compliance and licensees to better
understand program requirements. Therefore, tle@dBooncluded it would be beneficial to
continue this practice permanently.

Regulations implementing these program improvemamdisclarifying other components of the
Board’s Continuing Education Program became effeciune 8, 2000. It is anticipated that
implementation of these changes will improve thaligyiof the CE Program and enhance its
effectiveness in ensuring that licensees maintathugpdate their professional skills and knowledge.
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Need for the Continued 80 Hours of CE Requiremémits study, the Board reached several
conclusions regarding the appropriateness of tleeati80 hour CE requiremetit. The Board's report
stated that the 80 hour requirement is sufficiergrovide the requisite degree of consumer pragcti
This conclusion was based upon the following filggin

= The majority of licensees responding to an opirsorvey indicated that the current requirement of
80 hours was about the “right amount.”

= Additionally, the course listed an necessary iniaerareas of accounting and auditing, taxation,
industry practices, management consulting, andnmétion systems subject areas as necessary to
maintain their competency averaged 77.9 hours.

It should be noted that the study also pointedioaitthe cost of the 80 hour CE requirement is
substantial. Based upon responses from the amogsnrvey, the average cost of CE, in direct and
lost opportunity costs, is at least $5,600 pemisee per two-year renewal cycle. Total cost,Her t
profession as a whole, is estimated to be more$ian million per year.

The Center for Public Interest Law (CPIL) arguest the Board could easily cut their CE requirement
in half — to the great savings of CPAs and theantk. They indicated that Board staff stated at a
September 1998 meeting, that “the 80 hour requintim@uld be significantly reduced without
negatively impacting consumer protection.” At auary 1999 meeting, however, the Board approved
its Committee on Professional Conduct recommendatigetain the 80 hour CE requirement, and
also require that 50% of CE hours be in specifreds

Does the Board Adequately Notify its Licensees ¢faMCE Will Meet its New Requiremefts

One of the conclusions reached by the Board’s GCiHySivas that its CE Program was fundamentally
sound, but that the Board should continue to retyllaform and educate licensees as to the
continuing education requirements. The data ciatefrom the Board’s compliance monitoring and
verification programs, as well as anecdotal comsé&oin the licensee opinion survey, indicated that
many licensees are confused or unaware of thefegsimnal responsibilities and options regarding
continuing education.

With the new 24 hour “accounting and auditing” negonent for those involved in attest services, and
the 50% rule to implemented in 2001, the Board ballunder a greater obligation to assure that its
licensees are aware of what CE courses will merbbmeet these requirements. There is some
indication that the Board is already rejecting @ertourses, and its licensees are not awareheset
courses would be unacceptable to meet the CE sagaitt.

Preliminary Recommendation #17 No recommendation at this time concerning the 80un&CE
requirement. (Like to have Department’s input ohi$ issue.) However, the Board should report to
the JLSRC, by its end of March hearing, on what et it will take to assure that its licensees are
fully aware of what CE courses will meet its speéetf requirements.

14 page 86 of the CE Board Report.
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ISSUE #18: The Board is proposing to change its Report Qualitponitoring (RQM) Program
and to implement a new peer review program for thos performing attest accounting services.

Question #18 for the Board Please explain recent and proposed changes to @M Rrogram and
how a peer review program will be implemented. Halivthese two programs enhance consumer
protection? Should a peer review program be creé&een if other changes to the licensing of CPA’s
that conform to the UAA are not adopted?

Background: This issue has been dropped since it is adequatelgvered in Issue #10. The
Board has also sufficiently responded to this issue

ENFORCEMENT ISSUES

ISSUE #19: During the prior sunset review, the Joint Committeeagreed with the Board’s
recommendation to improve its overall Enforcement Fogram pursuant to recommendations
made as a result of a business process re-enginegrstudy. Have these recommendations been
implemented?

Question #19 for the Board What improvements has the Board made to its Enfogoé Program
and what other changes are anticipated to imprénegrogram? How have these changes improved
performance of the Enforcement Program in respagttinconsumer complaints?

Background: In 1995, in accordance with recommendations mgdédé JLSRC, the Board began
reengineering key components of its Enforcemengira. The project’s objective was to improve
performance through redesigning the workflow, textbgy, and “people” components of the program.
As a first step, utilizing a Department of Gene3atvices’ Master Services Agreement, the Board
contracted with a consulting firm to facilitate tigkentification of critical program improvementsdan

to prepare a report. The resulting recommendaaodsperformance measures were implemented
during FY 1995-96 and FY 1996-97.

One benefit of reengineering, was improved complatake and evaluation process utilizing
standardized criteria based on area of practicaeptaxity, and potential for consumer harm.

Also as a result of reengineering, procedureshHerivestigative stage have been standardized and
streamlined, and primary responsibility for monitgrcase progress during the prosecutorial stage ha
been redirected from support staff to investigasitadf. This modification has reduced costs ankti

in investigation and prosecution.

In addition to these procedural changes, the Bowrdified the ratio of investigative to support &taf
While the number of professional investigative CPs remained the same, the number of
administrative staff has decreased. Further, baece efficiency and statewide enforcement coverage
the Board bases an investigative CPA in Southetifio@aa.

To complete the reengineering process and suppgdieg program improvement, the Board
developed and implemented performance measures. ofiyferformance measures has made it
possible to evaluate trends, assess the effecgsesfeenforcement efforts, and make timely
adjustments where required. These changes hawiéees significantly improved performance:
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= The Board eliminated the backlog of cases pendinghifee or four years. More than 70 percent
of the cases in the December 1999 case inventomy egen less than six months.

= The number of pending investigations of complaagainst licensees decreased significantly from
387 in December 1995 to 102 in December 1999.

= The average number of days to process complaistdé@eased by 80 percent, from 61 days in
fiscal year 1996-97 to 12 days in fiscal year 1999-

Preliminary Recommendation #19 (For the DCA to consider: Is this an enforcementqgram
that should be audited by the Department? CPILvexy critical of the Board’s current enforcement
program.)

ISSUE #20: The Board currently utilizes two committees as parbf its overall enforcement
program, an “Administrative Committee,” composed 0f13 licensees, to receive and investigate
complaints and conduct investigations or hearinggnd an “Enforcement Program Oversight
Committee (EPOC),” composed of board members, to gelop enforcement policies and conduct
an internal audit of enforcement program functions. Both of these enforcement-type committees
are unique to this Board. The use of Administratie Committee of all licensees has been
criticized in the past as an inappropriate delegatn of the Board’s enforcement authority. It has
also been argued that the EPOC may be in violatioaf the Bagley-Keene Act and the
Administrative Procedures Act.

Question #20 for the Board Please explain the function and operation of thenAuistrative
Committee throughout the enforcement process arydighBoard believes it is essential to its overall
enforcement program. Does the Administrative Cdtamreview all cases or just those referred by
the Board'’s investigative staff? Is this currentipy of the Board and could it change in the fetr
Please explain the procedures that the EPOC usasdore they are not in violation of the Bagley-
Keene Act or the Administrative Procedures Act, @hgt the Board believes this committee is
essential to its overall enforcement program.

Background:

Use of the Administrative Committee (AC) by the BbaSection 5020 of the B&P Code authorizes
the creation of an Administrative Committee by Buard to receive and investigate complaints and to
conduct investigations or hearings, with or withthé filing of a complaint, and to obtain infornaati

and evidence relating to any matter involving theduct of licensees or a violation of the
Accountancy Act. However, the AC may only actim“advisory capacity,” and shall have no
authority to initiate any disciplinary action agstia licensee and shall only be authorized to tefsor
findings from any investigation or hearing to thealad or its executive officer. The AC is composed
of 13 licenseegnembers appointed by the Board.

The composition and prior authority of the AC wéserious concern to the JLSRC and the DCA
during the previous sunset review. The CentePidslic Interest Law (CPIL) brought this issue te th
attention of the JLSRC and indicated that the AG making decisions that exceeded its statutory
authority — that it was not simply making enforcetm@commendationsut making enforcement
decisions CPIL argued that the Board’s use of the AC regmnéed an excessive, possibly unlawful
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and unconstitutional delegation of state police @oto private parties. To address these conctras,
JLSRC recommended that the AC sunset on July B.1%8e Department of Consumer Affairs also
recommended that the AC be eliminated.

It was the Board’s position that the AC was a vhaleaesource in the enforcement process, and it
should be continued. Legislation enacted at tlieaéithe previous sunset review (SB 1077, Chapter
1137, Statutes of 1996) eliminated the mandatethigaBoard appoint the AC, but it permitted the AC
to continue as an entity of no more than 13 licemeembers, and it also clarified the advisory reatur
of the committee. Under SB 1077, the AC retairedgtatutory authority to conduct investigative
hearings.

The Board has indicated, that in keeping with tHeggslative changes, the AC has discontinued the
“mandatory” review of enforcement cases. This ipdlchange was announced at the Board’s July
2000 meeting. The AC continues serving as a teaehadvisor to the executive officer and
enforcement staff, and AC members participate westigative hearings. Their technical input into
these investigative hearings is invaluable to tRA@vestigative staff as it assists in clarifyitig
facts and issues in complex cases.

While the AC occasionally considers policy issuetha request of the Board, ongoing responsibility
for the development of Enforcement Program polegommendations has now been shifted to the
Enforcement Program Oversight Committee (EPOC),pmsed entirely of Board members. (See
discussion of EPOC below.)

During the current review process, the Board dediteel the AC’s duties and functions at meetings of
its Sunset Review Committee in March 1999 and M2@b0. The committee considered a report
comparing the Board of Accountancy’s enforcemeatedures with procedures used by the Medical
Board. The committee also heard comments from C&jlarding their objections to the existence of
the AC. In addition to the issue of unlawful delégn that was raised at the last sunset revievil, CP
also noted there may now be a perceived confliaitefest because of the Board’s use of the'AC.

After deliberating the matter, the Board concludéds June 2000 meeting that the AC, as it is
currently functioning, would best meet the needthefEnforcement Program.

The primary reasons for Board’s recommendation are:

= AC members have current in-depth expertise in eetyaof practice areas such as taxation and
auditing. Staff can easily contact these subjeatten experts when advice related to specialized
technical areas or specialized industries is neegligialout the time and expense of hiring
consultants.

= The value of the AC is enhanced by the fact thanbess have familiarity and experience with the
Enforcement Program’s procedures and priorities.

15 CPIL was still concerned that the intimate paptition of licensees in Board disciplinary investigas will possibly
subject the Board to lawsuits. CPIL cited one ¢agmrticular KPMG Peat Marwick v. Board of Accountanefiere it
was argued that the investigation by the Board BMG was tainted because particular members sittimthe AC had an
actual or apparent conflict of interest with KPMG.
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= The AC has policies and procedures in place whitgti&vely control the risk of conflict of
interest and require members to recuse themselas/dime when a potential conflict of interest
becomes apparent. Committee members also regedatal training related to conflict of interest
and their responsibilities as AC members.

= The AC is a very cost-effective resource. Withiasion of its activities and functions, the
estimated annual cost to support the AC is apprateiy $88,000. This cost is more than offset by
savings created because outside consultants alg needed.

= The AC investigative hearing process is extremalyable in sorting out the facts in complex
enforcement cases that involve large volumes ofich@nts and a variety of technical issues.

Use of the Enforcement Program Oversight Comm{EEOC) by the BoardThe EPOC is a
committee composed of Board members who periogicadet to discuss policy issues related to
Board’s enforcement program and develop recommandato the Board. Two members of the
EPOC will occasionally review closed case filegtaluate and monitor compliance with the Board
policies. Summary information is subsequently uésed at a noticed open EPOC meeting. Based on
legal guidance, the Board believes these reviews po significant risk of tainting a Board member
should a related disciplinary case come befordthed at a later date. (Board members cannot
engage in ex parte communications of disciplinages that come before them, this would be a
violation of the Administrative Procedures Act, ahd Board member would be disqualified from
making any decision regarding the case.) The Bwalidated that reviews conducted in 1997 and
1998 did not result in a single instance of a Boaainber being tainted. And that since meetings of
the EPOC are open to the public, there is no vaiadf the Bagley-Keene Act.

CPIL has been critical of the EPOC’s process oienging closed investigative cases in closed session
It argues that it exposes Board members (who ap@rex to be ultimate decision-makers in Board
disciplinary proceedings) to unredacted case Vilegh may be resurrected in future enforcement
proceedings.

In 1998 there was a request made by a member &dael requesting that the Legislature change the
Bagley-Keene Open Meeting Act, so that the EPOClavbe able to conduct closed sessions, with
more than two board members, to discuss and remiew closed disciplinary cases.

The JLSRC responded to a Member’s request andatediche following:

“The Joint Committee in 1996 recommended for tharB to “take a more proactive role in its
enforcement program. This was intended to remiedbard of its ultimate responsibility to assure
that its executive officer, staff and CPA invedtigshave primary oversight and final decision-nmaki
regarding referral of cases to the Attorney Gengaald that it not be delegated to private
practitioners_or boardnembers

Because of the ability of all licensing boards ¢éview final decisions of the administrative lawgad
regarding a licensee of the board, it has alwaysrbeequired that individual board members maintain
their independence from the day-to-day operatidrtb@r enforcement programs in the handling of
complaints, investigations and referrals to theo&iey General's Office for prosecution. There was
never any intent on the part of the Joint Committee¢ board members begin “auditing” individual
cases, even if closed cases, to assure the propetidning of its enforcement program.
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There is always the possibility that a case codddsopened, or a subsequent complaint filed agains
someone whose case was previously closed. Thid wajudice the board member who was
involved in the “auditing” of closed cases. Theeat adoption of “The New Administrative
Procedures Act” emphasizes the need to keep thds® may preside over subsequent proceedings”
separate from those facts which may grant themcsieed knowledge” of a particular case and
thereby prejudice or bias their decision.

Another concern, is that board members who do aweélthe expertise or experience in the handling of
complaints and investigations would be second gogskecisions made by the executive officer and
investigative staff. The experience of the Jommn@iittee and the Senate Business and Professions
Committee, involved in the sunset review and evianiaf all licensing boards over the past four
years, has found that the more independence grdotstff in the day-to-day handling of discipligar
cases, the more efficient and effective the enfioece program of the particular board.

Since allowing specified board members to go inttoaed session and review closed cases would be
a substantial change in the overall powers normgtignted to boards, and for all the reasons
mentioned, we would recommend that this issue daeghit up in the context of sunset review for all
members of the Joint Committee to consider next ydeen the Board of Accountancy is reviewed.

There may also be other alternatives the Joint Ciiteenand Board could consider to assure that
cases are being handled properly by staff, with@wing to perform an internal audit of closed
enforcement cases. For example, under Section6l()22) of the Government Code, an advisory
body of the board has the power to make an inquiythe board’s enforcement program concerning
an individual licensee or applicant, where the imguwccurs prior to the filing of a civil, criminabr
administrative disciplinary action against the Iisee. This inquiry can be made during a closed
session if it is determined that disclosure of smébrmation in an open meeting would be an
unwarranted invasion of the privacy of the indiatilicensee. The scope of this provision wouldrsee
to allow the board enough flexibility to review easasneededand assure that its enforcement
program is operating efficiently and whether it nmeaed improvements”.

Preliminary Recommendation #20 Section 5020 of the Business and Professions Cdarikl be
amended to reflect current policy of the Board ttilize the Administrative Committee to review
complaints on a discretionary basis as determingdppofessional investigative staff. The JLSRC
still has concerns about the use of committee cosgubof Board members to review closed
disciplinary cases. If there is sufficient evidemthat this practice needs to continue, then such
review should be conducted in an open session efoard. (If the Department assumes more of a
role in the oversight and possible audit of the lbda enforcement programs, is this really
necessary?)

ISSUE #21: In fiscal year 1999-00, the Board commenced the psecution of a single matter
involving a large international firm. Litigation e xpenses related to prosecution of this case have
been extremely costly and forced the Board to seekdeficiency request to augment its spending
authority.

Question #21 for the Board Should the Board be able to access a contingemay/ flr enforcement
cases that may have a significant impact on itsalvbudgeting for prosecution and hearings costs,
rather than having to seek spending authority tigtothe complex deficiency request process? What
are the total costs to date for this major case twhas the amount of the deficiency request?
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Background: This issue has been dropped. It will be covereak a “crosscutting issue” by the
JLSRC at its meeting in March, since it is a problen that pertains to other boards as well.

BOARD, CONSUMER AND LICENSEE USE OF THE INTERNET ISSUES

ISSUE #22: Is the Board utilizing Internet capabilities to improve services and provide better
information to consumers and licensees?

Question #22 for the Board What has the Board done to enhance its internealoifipes? What
other improvements does the Board expect to make?

Background: This year, the DCA recommended that the sunseepsoequire all boards to assess
the impact of the Internet on their internal opiers and programs, on their licensees, and on
consumers. Specifically, DCA recommended thabadirds should identify opportunities for
streamlining administrative functions and be preddo address regulation of Internet businesses.
As explained by DCA, emerging technologies andress and consumer use of the Internet will have
an impact on all Department boards. While offei@dgninistrative options, the Internet and electoni
commerce also present regulatory and public prioiechallenges. Boards need to examine the
feasibility and appropriateness of offering onlilcense application and testing services and
information to consumers, as well as assess thefiegsion’s use of the Internet for conducting
business. The trend towards “practice withoutgmes” necessitates a review of practices that now
increasingly occur outside California’s traditiofiadarketplaces.” Special attention must be paid to
online advice programs, and to consumer issuesasphvacy and targeted marketing. The
Department’s boards should provide the leadersbggssary to begin setting policies governing their
licensees’ use of the Internet.

In July 2000, the DCA asked the Board to compleéeepartment’&ssessment of Internet
Implications and Options — SurveYhis survey asked the Board to provide the Diepamt with an
assessment of their plans to address Internetdatfns for regulatory programs. A copy of the
Board’s responses to the DCA survey was providedgaWwith its sunset review report.

The Board indicated that it is making the followngges of the internet:

= The Board maintains a comprehensive Web site (waavod.gov/cba) which is updated daily.
In May 2000, the Board made a license look-up feativailable on its Web site.

= The Board’s quarterly publicatioblPDATE, is posted on the Web site, and it contains all
disciplinary actions since 1998.

= The Web site also offers two complaint forms, anélé a complaint against a licensee, and the
other to register comments/complaints about thédaia Board of Accountancy. Instructions
regarding how to file these complaint forms arduded. In addition, the Web site features a
comprehensive listing of e-mail addresses and éephone numbers to aid communication with
Board staff. To facilitate electronic communicatiall e-mail inquiries are answered within five
working days.
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= The Board’s Web site has had a dramatic increagsann 1999, as contrasted with 1998. In
1999, from January 1 through December 31, the Welrexeived 233,866 “hits,” contrasted with
78,517 “hits” in 1998. In addition, during 199%tBoard received and responded to 5,620 e-mail
requests (inclusive of inquiries from licenseesmiees, and the consumer public).

= During 2000, the Board plans to increase interad@atures available via the Web site to assist all
visitors in electronically submitting and receiviflgms and information.

Preliminary Recommendation #22 No recommendation at this time. (Department mayvant to
respond to this issue.)

ISSUE #23:Accountants in other states are using the Interneb solicit and possibly provide
accounting services to California consumers. Thedard’s jurisdiction to regulate non-
California CPA’s and PA’s is limited, and the onlyother alternative is criminal prosecution.

Question #23 for the Board How can the Board more effectively regulate accomgngervices
offered by non-California accountants via the Inietrto California consumers?

Background: As indicated in the BoardAssessment of Internet Implications and Optionsurvwey;
California CPAs and PAs are expanding their offgih public accounting services over the Internet
to consumers located inside and outside Califoriiiaese are areas of practice that are not traditio
in the marketplace, in that they allow practicehwiit physical presence. Tax preparation servigas,
the Internet, is the most common type of servicdeumlevelopment at this time.

It is proving to be a challenge for the Board temupt to regulate non-California CPAs and PAs who
serve California consumers without presence inf@ailia. California statutes do not provide clear
jurisdictional authority for the Board to regul&@®As and PAs licensed and physically located oatsid
California. Accountants licensed elsewhere, whecBjally target their marketing to California
consumers, or, who themselves advertise usingifo@eh address, could be considered “holding out”
and subject to the Board’s jurisdiction. A sigcafnt problem, however, is that the Board has no
California license to discipline and that crimipabsecution through the local District Attorney for
unlicensed practice would be difficult at best.eBoard is working with NASBA to develop statutory
language to more effectively regulate accountingises offered by non-California accountants via
the Internet to California consumers.

Colorado’s recent changes to its laws may be iogWeion this issue. The Attorney General of that
State called on its Board of Accountancy to reitisstatutes and rules so that its jurisdictional
authority over those providing accounting servioglectronic or other means is clér.

Preliminary Recommendation #23 No recommendation at this time. (Adopt some of gtatutory
changes made in Colorado?)

16 page 46, “Colorado State Board of Accountancy 19@®set Review.”
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CONTINUE OR ELIMINATE BOARD OF ACCOUNTANCY ISSUE

ISSUE #24: Should the Board of Accountancy be continued as @&pgarate agency, or should its
responsibilities be transferred to the Department bConsumer Affairs ?

Background: (To be completed at a later time.)

Preliminary Recommendation #24 Continue with the Board but extend sunset date @y four
years.
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